Summary: Each year, millions of financially distressed consumers in the U.S. face a difficult choice among the debt relief options available to them. This paper describes the options available to borrowers who seek assistance in managing their debts and discusses the information and incentive problems associated with these options. It also reviews the trends that contributed to the breakdown of the repayment framework and the responses to these trends. Among the responses is a reconsideration of the regulatory structure of the debt relief industry. The paper concludes with a discussion of the importance for debt relief providers and policymakers to evaluate the efficacy of workout options and to develop a deeper understanding of how consumers make decisions about incurring and repaying debt.
Introduction
The market for consumer credit in the U.S. is large, with revolving balances of approximately $800 billion as of the first quarter of 2011, down from $990 billion in 2008.
1 Most of the decline in outstanding balances was due to an unprecedented surge in defaults (Chart 1).
Chart 1. Net credit card charge-offs, 2001 to 2011
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To date, research has tended to focus on consumers who file for bankruptcy, but there is a much larger population that hasn't received as much attention (Chart 2). Government statistics show that consumer bankruptcy filings usually fluctuate in a range between 1 to 2 million per year. Bankruptcy reform legislation contributed to a spike in filings in 2005, followed by a sharp decline. More recently, bankruptcy filings have grown rapidly and have returned to 1 Federal Reserve G19 statistical release. The 2007 Survey of Consumer Finances shows that nearly threequarters of families have at least one general-purpose credit card and a median total credit limit of $18,000. Forty-six percent of credit card account holders, representing 40 million families, carry a balance. The median balance for revolvers is $3,000, while the average balance is $7,300. The economic recession and resulting job losses, coupled with the devaluation of assets stemming from the foreclosure crisis, drove a record number of consumers to seek assistance in managing their debts. At a time of unprecedented demand for their services, nonprofit credit counseling agencies in the United States were unable to assist all financially distressed borrowers who sought their help. Many of those consumers lacked sufficient income to qualify for the single workout product that nonprofit credit counseling agencies offered -the traditional debt management plan (DMP).
There appears to be ample demand for a new form of workout product for the unsecured debts of highly leveraged consumers. At the same time, an increasing number of consumers are responding to the pervasive advertising by some for-profit credit counseling agencies and the re-emergence of for-profit debt settlement companies. 
Millions of consumers
In choosing among debt relief options, consumers often rely on the expertise of others, but consumers typically have little or no experience evaluating that expertise. In addition, the features of some options are not readily observable in advance, which leaves consumers vulnerable to the practices of opportunistic firms. There have been numerous complaints about unfair and deceptive practices within the debt relief industry. Significant changes in state law governing debt relief services are already underway. Recent legislation and new regulations at the federal level are affecting both credit counseling agencies and debt settlement companies.
Finally, implementation of the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 is likely to result in fundamental change in the regulation of the debt relief industry at the federal level.
The need for careful assessments of existing and new counseling services could not be greater. It is imperative that in designing new products and treatments, service providers and policymakers develop a deeper understanding of how consumers make decisions about incurring and repaying debt and the long-run impact of those choices. However, there are methodological and organizational challenges to performing such research.
The next section of the paper reviews the options available to financially distressed borrowers. Section 3 discusses the information and incentive problems that may complicate both the choice among these options and the provision of them. Section 4 offers a consideration of the factors that have contributed to the breakdown of the equilibrium in the creditor-counseling agency relationship and the consequences of this breakdown. Section 5 describes the state and federal regulations with which debt relief service providers must comply. Section 6 considers the need for additional research to understand consumer decision making and for evaluation of the efficacy of workout options. Section 7 concludes the paper.
Classification of Options
There are three general options (with specific variations) available to borrowers who are having difficulty repaying their unsecured debts: filing for bankruptcy, simply defaulting repayment of their unsecured debts. Any remaining unsecured debt included in the bankruptcy petition is then discharged. A bankruptcy flag can remain on borrowers' credit bureau files for up to 10 years, and consumers cannot receive another Chapter 7 discharge for eight years.
Consumers can also choose to file under Chapter 13, also known as a wage-earner repayment plan. To do so, they must prove that they have sufficient disposable income to support a court-administered repayment plan that will repay arrearages on secured loans as well as a portion of their unsecured debts over a period of typically three to five years. Borrowers who file for protection under Chapter 13 often make this choice in order to shield assets such as a car or home from seizure. As under Chapter 7, creditors' collection efforts must cease under Chapter 13, and the bankruptcy flag can remain on the consumer's credit bureau file for up to 10 years.
Borrowers cannot obtain a Chapter 13 discharge within two years of a previous Chapter 13 discharge or within four years of a discharge under another chapter of the U.S. Bankruptcy Code.
The Bankruptcy Abuse Prevention and Consumer Protection Act (BAPCPA) of 2005 amended the U.S. Bankruptcy Code. Among its provisions, BAPCPA implemented a means test to determine if a debtor has sufficient income to maintain a repayment plan and therefore must file under Chapter 13. If not, the consumer may file under Chapter 7. Other provisions of BAPCPA include the requirement that debtors complete a course of credit counseling prior to filing for bankruptcy and file a certificate of completion issued by the counseling provider.
BAPCPA also requires proof of the completion of a debtor education course before debts can be discharged. These counseling and education requirements have significantly changed the distribution of services provided by credit counseling agencies, as discussed in Section 4 below.
Informal Bankruptcy
Borrowers can choose to simply not repay their debts. In fact, the majority of chargedoff credit card loans are written off for reasons other than an immediate bankruptcy filing.
Without a formal bankruptcy filing, however, consumers are exposed to the ongoing collection efforts of their creditors. These efforts can range from telephone calls and letters demanding repayment to legal action, including garnishment of borrowers' wages. Another consequence of informal bankruptcy is the damage to borrowers' credit scores. Debts written off for nonrepayment can remain on borrowers' credit records for up to seven years.
Workout Options

Bilateral workout plans
In some cases, borrowers and creditors directly negotiate a workout plan. These conversations are typically initiated by an individual creditor. Bilateral workouts (also referred to as internal workouts) often defer or reschedule repayment of past due amounts in exchange for the consumer agreeing to make regular payments. These may involve creditor concessions on interest and fees charged to the borrower.
If the account has been charged off or is very likely to be charged off in the next few months, a creditor, or a collection firm acting on its behalf, might offer to settle the debt for less than the full balance owed. Some settlements involve one or just a few payments by the consumer. Others may involve payments scheduled over a period of years. There is little publicly available information about the frequency, terms, and outcomes of these arrangements.
In terms of concessions, bilateral workouts can be less expensive for creditors than a multilateral solution (described in the next section) because a lender can pursue its own interests rather than a collective solution. In addition, the creditor has more control over the terms of this workout option through direct contact with the consumer. The disadvantage of this approach, however, is that any bilateral repayment plan reached with a consumer is vulnerable to disruption from the collection activities of the consumer's other creditors.
Multilateral workout plans
For those borrowers with unsecured debts owed to multiple lenders, one alternative to bankruptcy (formal or otherwise) is to seek a repayment workout administered through an intermediary such as a credit counseling agency or, more recently, a debt settlement company.
Debt management plans
Historically, the debt relief workout solution for repayment of a borrower's unsecured debts has been the debt management plan (DMP). Traditionally arranged through an intermediary in the form of a credit counseling agency, a DMP involves the repayment of 100 percent of the debt owed in monthly installments usually over a term of three to five years. These plans typically include creditors' concessions on interest rates and fees charged to the borrower while he or she is participating in the plan. In addition, creditors participating in a DMP typically cease collection efforts against the consumer.
The distinguishing characteristic of the DMP is the simultaneous negotiation of concessions ideally with all of the borrower's unsecured creditors to address the borrower's liquidity constraints. This arrangement avoids what is called the creditor's dilemma in which the interest of each creditor and its effort to obtain repayment impede the ability of other creditors to collect and decrease the likelihood that a viable workout plan can be arranged. Creditor participation is voluntary. Creditors choose to include a consumer's debt in a repayment plan because they expect that, in the absence of a plan, they are likely to recover less from the consumer.
Another important aspect of DMPs is that consumers are screened for eligibility, usually by the credit counselor. This is important for two reasons. First, the consumer must have sufficient cash flow to amortize the debts included in the plan over a period of five years.
Otherwise, enrolling in a DMP may only delay an inevitable default. Second, in the long run, creditors will be willing to participate in DMPs only if they are confident that the plans do not include consumers who could repay their debts under the original terms of the credit contract.
At present, the credit counseling industry is highly diverse. Some credit counseling agencies are nonprofit entities, while others are not. Some agencies are integrated in the sense that they offer a variety of services in addition to DMPs, while others specialize in arranging workouts. Many credit counselors also provide budget counseling and financial education to help consumers understand how they ended up in their financial circumstances and how to avoid financial difficulties in the future.
Typically, consumers are charged a fee to enroll in a DMP and will often pay a monthly plan administration fee. Internal Revenue Service rules dictate that nonprofit counseling agencies cannot refuse to enroll a consumer in a DMP because of the consumer's inability to pay these fees.
Debt settlement programs
A more recent development on the debt relief landscape is the revival of debt settlement negotiated via an intermediary chosen by the borrower. 2 Debt settlement is billed as an aggressive debt relief option for those who cannot afford repayment under a traditional debt management plan. Debt settlement companies offer to negotiate with a borrower's unsecured creditors to settle each debt for a fraction of its outstanding balance, generally with a one-time payment. Unlike a debt management plan, these negotiations are conducted with each creditor individually. There has been significant growth in this market recently.
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Debt settlement firms are typically for-profit companies. Until recently, many debt settlement companies derived much of their revenues by charging their clients an enrollment fee and monthly maintenance fees. It was often the case that the majority of fees charged to a consumer were paid before any of his or her debts were actually settled. 4 Borrowers must typically save up the funds that will be used to settle their debts, and this can take up to 24 to 36 months. 5 Most financially distressed consumers cannot afford to simultaneously service their unsecured debts and save for a settlement. As a result, during the period in which they are saving for a settlement, it is likely they will stop making debt payments if they have not already done so.
There are significant risks associated with participation in a debt settlement program.
Borrowers' credit scores can be damaged due to nonpayment. 6 Borrowers can be subject to creditor litigation once they cease payment on their outstanding obligations. Settlement firms report high borrower drop-out rates, and not all creditors will accept settlement offers. Even successful settlements can have a detrimental effect on credit scores because a settled account is often reported using a derogatory remark code on the borrower's credit report. There is little published information about the success of these settlements. Of the three codes listed in Table 1 , MCC represents the workout option that is most likely the only one arranged through a distinct organization -the credit counseling agency. It is important to keep in mind that this code is typically removed from the consumer's credit report 7 Briesch (2009) cites a "raw cancellation rate" of 60 percent over two years in an analysis of one debt settlement company's performance metrics. The Association of Settlement Companies reports in a survey of its large member companies that 34.4 percent of consumers settled at least 75 percent of their enrolled debts.
Relative Frequency of Nonbankruptcy Options Employed by Consumers
8 These data should be interpreted carefully. Little is known about potential type I and type II errors in these measures. For example, the proportion of accounts that are included in debt management plans that are reported as such by creditors and which produce a remark code in the credit bureau data is not known. In addition, these data, which represent the number of accounts and consumers reported as of May 2011, may represent activity that has occurred over more than one year.
upon successful completion of a debt management plan. The associated loans are reported as paid in full. Plan completion is therefore likely associated with an improvement in the consumer's credit score.
The PPA, or partial payment agreement, code reflects bilateral arrangements between consumers and lenders. A PPA code is a derogatory remark that can stay on a consumer's credit file for as long as seven years. The SET code applies to workouts in which the consumer has settled the debt for less than the full balance owed. These arrangements can be negotiated by debt settlement companies or directly between borrowers and lenders. Typically applied to chargedoff credit card accounts, the SET code can also apply to accounts in collection. If accounts in collection were included in Table 1 , the number of accounts with a SET remark code would increase to 18 million and the number of consumers to 12 million. As with a PPA, a SET code can remain on the consumer's credit file for as long as seven years.
Incentive and Information Issues
Screening and Performance Incentives
The structure and availability of debt resolution options can affect markets for unsecured credit. This is supported by empirical research on variations in bankruptcy law and collection remedies. 9 Theoretical research suggests that renegotiation of contract terms can reduce credit supply and possibly affect its pricing. 10 To minimize those effects on credit supply, debt relief should be targeted to consumers who either have defaulted or who are very likely to default. Even this approach is a second best solution, since conditioning the availability of relief on the likelihood of charge-off might encourage some borrowers to become delinquent (an example of moral hazard).
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Targeting relief to distressed consumers presupposes a process for screening consumers for eligibility. Information and incentive problems complicate the screening process. The classic problem in debt collection, for example, is to distinguish -in a cost-effective mannerbetween consumers who are not able to pay from those who are able but not motivated to pay.
The availability of workouts, combined with criteria for determining eligibility for workouts, can potentially influence repayment and other behavior. Consequently, the potential for moral hazard makes screening difficult.
Depending on the type of workout program in which the renegotiation occurs, screening is conducted by different parties. Under bilateral workouts between the creditor and consumer, the creditor conducts the screening. For multilateral workout programs in which the creditor is relying on another party to assess a consumer's eligibility for relief, incentives must be provided to this intermediary to ensure proper screening.
In multilateral workout programs involving a credit counseling agency, creditors have historically given agencies incentives to screen through a combination of fair share payments and monitoring. Fair share is a portion of plan payments made each month that are returned to the credit counselor to compensate for the cost of establishing and maintaining repayment plans.
These payments provide the counselor with an incentive to enroll consumers who will make payments on the plan. Creditors also monitor the characteristics of consumers enrolled in DMPs to ensure that consumers are enrolled only where appropriate, that is, when a consumer's participation in the plan increases the expected value of payments they are able to make relative to the outcome expected if the consumer was not enrolled in the plan. Ideally, the interests of creditors, counseling agencies, and consumers align when agency screening and other efforts result in repayment plans with a high likelihood of completion for eligible borrowers, enabling consumers to repay debt under more favorable terms than the original contract and avoid bankruptcy.
Over time, however, for a variety of reasons described in the next section, creditors' confidence in the ability of counseling agencies to effectively screen consumers has diminished.
Creditors have responded in a number of ways, including carrying out additional monitoring, tying fair share payments more closely to the final outcomes of DMPs, lowering fair share payments, and becoming more selective in choosing the agencies with which they collaborate. It is also possible that large unsecured creditors are devoting additional resources to negotiating bilateral workouts directly with consumers, but few data are publicly available to test this conjecture.
Similar concerns are raised about the efficacy of screening as performed by some firms engaged in debt settlement. The problem is not that effective incentives cannot be established, but rather that the revenue model used by some settlement firms was, until recently, potentially inconsistent with establishing those incentives. For their revenues, some debt settlement firms tended to rely on fees paid by consumers, and those fees often did not depend on the success associated with subsequent settlement offers. Creditors worried that such a revenue model encouraged settlement firms to be overbroad in seeking out potential clients, attracting consumers who were either capable of paying their debts or who might be able to do so under a traditional debt management plan offered by a credit counselor. This concern about a lack of screening would tend to make creditors less willing to enter into negotiations with settlement firms and possibly less generous in any offers reached through this channel.
Until recently, many settlement firms tended to collect the majority of their fees from consumers before the first settlement offer was made. This created a potential inconsistency in the timing of payments for services relative to when the primary service (a reduction in debt owed) was performed. As a result, a less than scrupulous settlement firm may not have had an adequate incentive to engage in protracted negotiations on behalf of the consumer. In addition, much of the risk of failure remained with the consumer, who may not have been able to save a sufficient dollar amount over a sufficient period of time in order to settle a debt before a garnishment or some other shock forced the consumer out of the plan and possibly into bankruptcy.
A business model in which participation in intermediated arrangements and reimbursement are more dependent on the quality of screening (and the success of settlement negotiations) could mitigate the potential misalignment of incentives of the intermediary with respect to the interests of consumers and lenders. In other words, if the incentives are structured properly, it is possible that settlement negotiations initiated by an intermediary could be an appropriate solution for some consumers.
But an alternative to such an approach already exists in the form of the Chapter 13 wage earner plan. It enjoys the advantages of an automatic stay on collection activity and an attorney advising the consumer, as well as a trustee that approves and administers the plan. On the other hand, Chapter 13 plans are costly to administer and are not always successful. The existence of debt management plans and other privately negotiated workouts suggests that bankruptcy is not a perfect substitute for these arrangements. But in order for these private arrangements to function in ways that improve outcomes for consumers, the incentive to screen and to perform must be reasonably well managed.
Consumers' Ability to Shop for Workout Solutions
In most markets, low barriers to entry and vigorous competition make it possible for consumers to obtain high-quality services at reasonable cost. For a variety of reasons, this does not appear to be the case for debt relief services. The issues related to screening and incentives just described are compounded by the difficulties consumers face in choosing from a complicated menu of options offered by diverse providers. For most consumers, these are services obtained just once or twice in a lifetime. As a result, consumers in financial distress often rely on the expertise of others, but they often have little or no experience in evaluating that expertise.
In some ways, the provision of debt relief services is an example of what economists call credence goods. In such markets, including automobile repair, consumers may not know what they really need, but they will eventually learn the value of what they get. 12 Unfortunately, this learning occurs too late to inform a good choice in the first place. Without some form of mitigation, markets for credence goods can function poorly. The result can be overtreatment, for example, costly and unnecessary repairs; undertreatment, that is, the easy repair is made even though it does not resolve the problem; or simply overcharging for the services provided. If these problems are sufficiently serious, many consumers may choose to abstain from participating in these markets altogether. The result is an inefficient quantity and quality of services provided.
Such potential market failures suggest a role for government intervention, but they also suggest that effective interventions may not be easy. This problem is discussed further in Section 5.
(Dis)equilibrium
A Long-Run Equilibrium (1960s-1990s)
As described above, creditors historically funded the operations of nonprofit credit counseling agencies through fair share payments. These payments helped to align the incentives of creditors and agencies to ensure that agencies screened clients for suitability for enrollment in DMPs. In this way, all three parties -consumers, agencies, and creditors -benefitted from the successful completion of DMPs.
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For decades, fair share was the primary source of funding for the financial education and budget counseling services that nonprofit agencies provided to all consumers who sought 12 This description of credence goods was first articulated in Darby and Karni (1973) . The discussion here is drawn from Dulleck et al. (2011) .
13 Some argue that it is possible for counselors' incentives to be too closely aligned with those of creditors.
In that case, credit counselors might be reluctant to recommend that consumers seek out a bankruptcy attorney when it is the best option under the circumstances.
help, regardless of whether they enrolled in a DMP. 
Breakdown in Equilibrium
The long-standing equilibrium between creditors and nonprofit credit counseling agencies began to unravel in the 1990s. Traditional nonprofit agencies could not manage the increase in demand for their services that accompanied the surge in bankruptcy filings that 14 The two major trade associations for the nonprofit credit counseling industry are the National Foundation for Credit Counseling (NFCC) and the Association of Independent Consumer Credit Counseling Agencies (AICCCA). The data in the chart are for NFCC member agencies and therefore do not span the entire nonprofit credit counseling industry. In many ways, the adoption of call centers and Internet delivery created both efficiencies and greater scale economies in the provision of some credit counseling services.
When done well, credit counseling provided at a distance appears to be about as effective as inperson counseling. 17 Nevertheless, during the 1990s, these technologies were combined with heavy advertising to produce a different business model practiced by some of the newer counseling agencies. Unlike many credit counselors, these organizations focused almost exclusively on the provision of debt management plans. In addition, some of these organizations relied much more heavily on fees charged to consumers, rather than on fair share payments provided by creditors. This likely reduced their incentives to screen consumers' eligibility for enrolling in DMPs. Over time, creditors became concerned that not all consumers being signed up for DMPs actually needed assistance. If true, creditors would lose profits by making concessions but would not necessarily reduce losses resulting from defaults.
Creditors eventually responded to the surge in DMP proposals and concerns about the adequacy of screening. Fair share contributions became less generous over time, falling from a range of 12 to 15 percent during the 1990s to 8 percent in 2001 and to 5 percent in 2010.
Creditors also revised their fair share models so that payments would depend on consumers'
15 See Hunt (2005) for a discussion of this history.
16 See Staten (2006) . 17 Evidence for this perspective is found in Barron and Staten (2011a) .
completion of debt management plans. Over time, fair share payments were no longer adequate to cover the non-DMP services provided by many credit counselors. Some creditors responded to this concern by establishing a program of grants to fund those activities. charged off in 2009. 19 For most consumers, home equity loans and unsecured consolidation loans were no longer available alternatives to filing for bankruptcy or entering into foreclosure.
Disruption Due to the Financial Crisis
Limitations of the Prevailing Workout Options
The changing mix of services provided by credit counselors
Over the last six years, in response to these and other shocks, credit counseling agencies have developed a more diverse line of product offerings. Nevertheless, important gaps remain. Recent legislation has resulted in an increasing share of nonprofit agencies' resources being devoted to mandatory credit counseling provided to consumers before they file for bankruptcy and mandatory financial education courses before their debts are discharged in bankruptcy. Additional resources are being devoted to voluntary pre-purchase mortgage counseling as well as foreclosure prevention programs. The consequence of consumers' relatively high leverage and DMPs operating at the boundary of regulatory guidance is that a higher share of consumers was being turned down for DMPs.
This product gap provided an opportunity for entry of for-profit firms
The lack of products available to serve the growing number of consumers who could not qualify for the traditional DMP has provided an opportunity for the entry of for-profit firms offering alternatives to debt management plans. In particular, this opportunity has been seized by debt settlement companies whose activities have grown considerably in recent years. Debt settlement firms promise to reach less-than-full-balance payment agreements with consumers' creditors, and consumers have responded to the heavy advertising employed by some of these firms.
There is relatively little information on the size of the debt settlement industry, the number of consumers who have entered into contracts with settlement firms, and the outcomes of those relationships. The most complete compilation of information available to the public is found in the submissions to the Federal Trade Commission for its recent revision to the Telemarketing Sales Rule (which is described in the next section the consumer because they understand that such action would make it unlikely that the consumer could complete the plan.
The materials obtained by the FTC also suggest concerns about the nature and content of advertising as practiced by some debt settlement firms. In addition, in recent years, there have been a considerable number of enforcement actions against specific firms at the state and federal levels. 24 This raises the concern that relatively low barriers to entry, combined with consumers' difficulty in evaluating providers, may contribute to opportunistic behavior in the debt relief industry.
New Terms on Traditional Products
To address the needs of financially distressed consumers who have too much debt and of when counseling agencies were operationally prepared (due to the necessary changes in their IT systems) to offer the new plans. There was no pilot testing of the Call to Action plans, and to date, there has not been an evaluation of the CTA to determine if consumers enrolled in CTA DMPs performed better than those enrolled in standard DMPs. In other words, did deeper concessions offered to the most distressed consumers make a difference? The lack of pre-launch pilot testing and post-launch evaluation of the Call to Action DMPs could be viewed as a missed opportunity to inform the design of future products.
Even with the Call to Action in place, it may still be the case that there is a missing product in the credit counseling portfolio to help those consumers who cannot qualify for a DMP, particularly if the CTA expires as economic conditions improve. To address this product gap, in 2009 a task force composed of NFCC and AICCCA member organizations and large credit card issuers was formed to create and pilot a less-than-full-balance product that would satisfy regulatory requirements and to which issuers would agree. The crucial questions for policymakers and industry participants include: should less-than-full-balance settlements outside of bankruptcy exist, and if so, why? If it is agreed that there is a need for such a product, how should incentives be aligned, and how should it be regulated?
Changing Regulatory Structure
For a long period of time, the distinction between for-profit and nonprofit organizations at both the state and federal levels was extremely important for understanding the debt relief industry and its regulation. Over the last 100 years, the locus of debt relief services regulation has been at the state level, where state laws addressed nearly all forms of these services. During the 1950s, however, a new pattern emerged in which most states prevented businesses from providing debt relief services for profit. At the same time, the new laws included exceptions that allowed for the development of a nonprofit model recognized today as consumer credit counseling services. For-profit businesses offering debt management plans eventually reemerged in the 1990s and a number of states permit them to operate. The recent trend, at least in some states, has been the adoption of regulatory models that treat for-profit and nonprofit businesses in more similar ways.
At the federal level, the primary regulatory actors with respect to debt relief services include the Federal Trade Commission (FTC) and the Internal Revenue Service (IRS). The former engages in case-by-case enforcement of for-profit debt relief firms by using its powers to prevent unfair or deceptive acts or practices (UDAP). The FTC's authority does not apply to nonprofit organizations, and so the distinction between the for-profit and nonprofit status of providers remains important at the federal level. The FTC relies extensively on the precedent established via case-by-case enforcement because, with only a few exceptions, it is especially difficult for the FTC to establish consumer protections against unfair and deceptive acts and practices via rulemaking. The IRS governs the granting of tax-exempt status to agencies and conducts audits, and it can revoke an agency's federal nonprofit status if it finds that the agency is not operating for charitable purposes.
During the 1990s, the FTC took action against a number of organizations that enjoyed nonprofit status. To do so, it had to prove that these organizations were, in fact, operating as forprofit businesses. Starting in the early 2000s, the IRS began actively reviewing the nonprofit status of established credit counseling organizations and examining more thoroughly firms' new applications for nonprofit status.
25
The most recent development affecting the debt relief industry is the creation of the Consumer Financial Protection Bureau (CFPB) as part of the Dodd-Frank Act of 2010. This effectively concentrates federal rulemaking authority over nonprofit and for-profit debt relief organizations in a single agency. In addition, it will be easier for the CFPB than it was for the FTC to write rules to prevent unfair or deceptive acts or practices because the CFPB will be able to use the Administrative Procedure Act to create rules and regulations to enforce legislative acts.
State Laws
States have enacted a myriad of laws governing the debt relief industry. The registration process also requires service providers to maintain an insurance policy in an amount of not less than $250,000 against fraud and theft and a security bond of at least $50,000 for which the state administrator is the beneficiary. Yearly renewal of certification to operate is required. However, proof of registration in one state can satisfy the registration requirements in another, under certain circumstances.
Service provider agreements with debtors must contain disclosures about the services offered, the fees associated with those services, and the risks and benefits of entering into an agreement. The services offered must include counseling services provided by a certified counselor or certified debt specialist and creation of a plan. The Uniform Act sets the terms for the contents of agreements and their fees. Debtors are granted a three-day right of rescission without penalty and may also cancel the agreement after 30 days with the possibility of incurring fees. The agreement may be terminated by the service provider if plan payments are 60 days or more delinquent. Additional requirements include accounting and reporting procedures for debtor payments to creditors, which must also be maintained in separate trust accounts.
With respect to enforcement, the Uniform Act prohibits a settlement with a creditor for more than 50 percent of a debt without the debtor's consent and representation of a settlement without creditor certification. State administrators have enforcement powers to investigate, issue cease-and-desist orders, assess civil penalties of up to $10,000, and bring civil action. The
Uniform Act also grants enforcement authority to individuals in the form of a private right of action, which has a statute of limitations of two years.
Even among states that have adopted the Uniform Act, there are a variety of approaches to the regulation of debt settlement fees. For example, Colorado and Delaware place a cap on fees equal to 18 percent of the debt enrolled and require fees to be distributed over half the life of the debt settlement program. Utah, Tennessee, and Nevada cap fees at 17 percent of the debt enrolled while also allowing a "savings model" option under which fees are limited to 30 percent of the savings realized by the program.
State UDAP statutes
Consumer protection laws at the state level also include unfair and deceptive acts and practices (UDAP) statutes that prohibit deceptive practices in consumer transactions with businesses. However, the scope, prohibited practices, enforcement authority, and consumer remedies of UDAP laws vary across states. Many state UDAP statutes were passed in the 1970s and 1980s and often relied on categories of prohibited practices in the Federal Trade Commission Act of 1938. State UDAP laws provide state agencies with the authority to enforce these prohibitions and seek relief in the form of an injunction against unfair or deceptive practices, restitution of money wrongfully taken from consumers, and imposition of a monetary civil penalty on businesses for engaging in unfair or deceptive acts and practices. In addition, state agencies also have rulemaking authority in 27 states. However, limiting factors include the scope of each state's UDAP statute (that is, the industries to which it applies) and limited enforcement budgets relative to the size of some markets. 
Federal Laws
At present, there is no comprehensive federal regulation of the debt relief industry.
Therefore, debt relief service providers must comply with a variety of federal laws administered by different federal agencies, including the Internal Revenue Service, the Department of Justice, and the Federal Trade Commission. Recent developments in the form of the Consumer Financial Protection Bureau will eventually change the regulatory oversight of participants in the debt relief industry.
IRS 501(c)(3) status and 501(q)
The tax-exempt status of nonprofit credit counseling agencies is governed by section Under CAT, nonprofit agencies must provide service regardless of consumers' ability to pay or ineligibility or unwillingness to enroll in debt management plans. Prohibitions against making loans to or negotiating loans on behalf of clients, engaging in credit activities, or paying or receiving referral fees are also among the additional standards. With respect to fees, they must be "reasonable," which can be determined by state fee caps, and may not be based on a percentage of a client's debt, plan payments, or savings due to enrolling in a DMP, unless permitted under state law.
The law that implemented these changes includes a provision with significant significantly on their ability to demonstrate the value and efficacy of the services they provide.
This point is discussed further in Section 6 below.
BAPCPA mandates administered by the Department of Justice
Debt relief organizations are subject to certification by the Executive Office for U.S.
Trustees (EOUST) in the Department of Justice to provide pre-filing credit counseling and predischarge debtor education mandated under the Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 (BAPCPA). As discussed in an earlier section of the paper, these mandates have contributed to the increase in demand experienced by credit counseling agencies and a shift in the distribution of counseling services offered.
UDAP type prosecution by the Federal Trade Commission
The Federal Trade Commission enforces consumer protection through Section 5(a) of the FTC Act, which declares unlawful and broadly proscribes "unfair or deceptive acts or practices in or affecting commerce." 30 In addition, the FTC currently has enforcement authority over most nonbank entities for numerous consumer protection statutes, including the Telemarketing Sales Rule (described below), "that prohibit specifically-defined trade practices"
and treat violations as "unfair or deceptive" acts or practices. The FTC enforces these laws through a combination of administrative and judicial processes.
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While the UDAP remedy is a valuable and flexible one, there are limitations to its caseby-case approach. This type of enforcement is a reactive remedy. In addition, there is a fairly high evidentiary burden to establishing that a firm's activities are unfair or deceptive. Many cases require a demonstration of a pattern or practice, and this can delay prosecution under this 30 Such practices are defined as "those that cause or are likely to cause substantial injury to consumers which is not reasonably avoidable by consumers themselves and not outweighed by countervailing benefits to consumers or to competition."
law. Cases are also expensive to litigate. Relative to the size of this rapidly growing market, the resources available for this type of enforcement are modest, and this limits the number of cases that can be prosecuted each year. Finally, since barriers to entry and exit appear to be relatively low in the debt relief industry, the deterrence effect of using successful prosecutions to prevent bad practices may not be as great as in other industries. For enforcement to keep pace with the recent scalability of activities in the debt relief industry, it may prove necessary to apply more general principles generated from specific cases to lower the cost of prosecution. However, this is difficult without rulemaking authority.
Amendments to the FTC's Telemarketing Sales Rule
Under the Telemarketing Sales Rule, the FTC enjoys rulemaking authority using the Administrative Procedure Act (APA). 32 The Federal Trade Commission promulgated amendments to the Telemarketing Sales Rule (TSR) in July 2010 to create regulations to address alleged deceptive practices in the sale of debt relief services. The amendments to the TSR define "debt relief service" to encompass for-profit credit counseling, debt settlement, and debt negotiation. The FTC does not have jurisdiction over nonprofit credit counseling organizations.
The FTC addressed information problems associated with debt settlement in the TSR by requiring better disclosures of the benefits and consequences of the debt settlement option and tackled incentive issues by requiring the back-loading of compensation.
The most notable change to the rule went into effect in October 2010 and affects the timing of the imposition and collection of fees under an advance fee ban. Under the rule, no fees can be collected from a consumer until a settlement company obtains the consumer's consent to a settlement offer and the consumer has made at least one payment on the debt. This amendment attempts to better align the collection of fees with documented provision of service (e.g., proof of settlement) and is an attempt to improve incentives. Like fair share, this amendment attempts to implement a form of pay-for-performance.
Three additional provisions in the amended rule took effect in September 2010. First, the coverage of the TSR was extended to include inbound telemarketing calls for debt relief service (i.e., calls in response to advertising). Outbound calls are already subject to the rule.
Second, the rule also includes new disclosure requirements that are specific to debt relief telemarketing: the cost and other terms of the service; the amount of time necessary to achieve the represented results; the amount of money or percentage of each debt that must be accumulated by the customer to make settlement offers to creditors; the consequences consumers can face if they stop paying their creditors (including legal action by their creditors and damage to their credit report and score); and consumers' rights with respect to dedicated accounts in which funds to pay debts are held. Third, the amendments to the rule prohibit misrepresentations about any material aspect of debt relief service that would affect consumers' decision about choosing a program, such as savings claims, nonprofit status claims, and success rates claims.
Recent Developments in the Regulatory Arena
The Consumer Financial Protection Bureau
The Dodd-Frank Act consolidates federal rulemaking, examination, and enforcement authority over large bank providers and nonbank providers of consumer credit, debt collection firms, credit counseling agencies, and debt settlement firms under the Consumer Financial Protection Bureau (CFPB). 33 Under the Administrative Procedure Act, the CFPB will have the power to define by rule unfair, deceptive, and "abusive" practices and, in many instances, will have enforcement authority over such practices. Consequently, the CFPB could potentially rely more heavily on rulemaking to deter opportunistic behavior than could the FTC. In addition, the 33 See Title X of Public Law 111-203.
CFPB is likely to enjoy considerable resources it can devote to supervision and enforcement among nonbank providers of financial services.
Under Dodd-Frank, the CFPB and the FTC will have concurrent enforcement authority over for-profit debt relief service providers and the two agencies are required to coordinate their enforcement efforts. A Memorandum of Understanding establishing this coordination is expected by January 21, 2012. The CFPB will have exclusive authority over nonprofit providers. The FTC will retain its authority to prohibit unfair or deceptive acts or practices under Section 5(a) of the FTC Act. However, the reach of the CFPB will be somewhat broader through the addition of "abusive" to its authority to prohibit unfair, deceptive, or abusive practices. In many ways, then, the CFPB will have more resources and tools at its disposal in the oversight of debt relief service providers.
Proposed legislation
At its annual meeting in July 2011, the National Conference of Commissioners on Uniform State Laws considered amendments to the Uniform Act to eliminate inconsistencies with the recent amendments to the Telemarketing Sales Rule. In particular, the proposed amendments to the Uniform Act address timing of compensation and regulation of trust accounts. To conform to the TSR's advance fee ban, provisions in the Uniform Act to be eliminated include the threeday right of cancellation and the return of all advance fees, and the provision that permits the collection of set-up and monthly fees by a debt settlement firm. Proposed revisions include aligning the timing of compensation to a debt settlement firm with the payment to a creditor of money that settles a debt and the timing of the payment of set-up and monthly plan fees to a credit counseling agency after a consumer begins making plan payments.
Research and Evaluation
Organizational and Methodological Challenges
Going forward, it is extremely likely that the design and supply of loan workout products will depend on the evidence of their efficacy. Creditors will require such evidence to determine under which circumstances to offer repayment alternatives and the terms of those plans. In addition, regulators require proof that loan modification efforts address borrowers' financial problems and not simply delay loan loss recognition. Therefore, the need for careful assessments of credit counseling services could not be greater.
In evaluating existing products and treatments and designing new ones, counseling agencies and policymakers must develop a deeper understanding of how consumers make decisions about incurring and repaying debt and the long-run impact of those choices.
Historically, however, consumer credit research has tended to focus on the bankruptcy decision.
Relatively few studies examine what happens to financially distressed borrowers who have not filed for bankruptcy and the efficacy of the alternatives available to them.
Despite the importance of evaluating the benefit and cost of the options available to financially distressed consumers, to date, there have been few rigorous studies documenting the value to consumers of credit counseling. In part, that is because there are organizational and methodological challenges to conducting this research. Among the organizational impediments has been the inability to access the necessary data for rigorous analysis. Until recently, there has been little systematic data available to researchers about which consumers seek assistance, what treatments they receive, and the outcome of those treatments. In addition, tracking borrower outcomes is difficult because, typically, researchers know little about those who are not treated.
Finally, counseling agencies lack information from creditors on account performance, and without that information, the opportunity for learning through a systematic feedback loop is lost.
An important methodological impediment has been the reluctance to employ the best research designs used for decades in other disciplines, such as medicine. These are randomized controlled experiments. 34 Without such an approach, researchers can't clearly distinguish between the role of treatment and selection in evaluating outcomes. Is it the treatment that counseling agencies provide that influences consumer outcomes or the kind of consumers that agencies attract? The distinction between the effects of counseling from borrower motivation is critical for policy analysis and better product design.
Some counseling agencies have been reluctant to participate in randomized controlled trials due to concerns that the experiments might represent denial of service if the same standard of treatment is not offered to all clients and at the time help is requested. Randomization applied along two margins might address these ethical concerns. First, experiments can be designed to randomize the assignment of clients into two treatment groups: one that receives the standard treatment and another that receives an enhanced version of the standard treatment. In this way, nothing is being denied to consumers, and the value of the incremental treatment can be ascertained. Second, for capacity-constrained counseling organizations, experiments can be designed to randomize service delivery to fairly allocate the scarce counseling resource so that consumers are not turned away. In either case, a successful trial of a new treatment helps to build the case for the resources necessary to implement it more widely.
To conduct a randomized controlled experiment, it is necessary to compare counseled consumers to observationally similar borrowers who do not receive counseling, and creating these sample populations is not easy. Although it is difficult, some research on the effects of credit counseling has been conducted. For example, Elliehausen et al. (2007) found that credit counseling improves credit bureau profiles measured several years after counseling, even for clients who received only financial counseling and did not enroll in a DMP. For clients who are 34 See the study by Finkelstein et al. (2011) in which the researchers used a randomized controlled design to gauge the effects of expanding access to Medicaid for low-income adults.
advised to enroll in a DMP and who in fact start a DMP, Barron and Staten (2011a,b) provide evidence that these clients have a significantly lower incidence of bankruptcy and experience a significantly greater increase in credit risk scores in the subsequent four years than those who are recommended for a DMP but do not enroll in a plan.
However it is conducted, rigorous assessment of counseling outcomes is vital for making good policy decisions and for the future of the industry. The most robust studies would incorporate data from several sources and would follow consumers for a period of time after they sought counseling and provide a picture of clients' circumstances leading up to counseling.
Detailed intake data collected by agencies from consumers when they seek assistance, credit bureau data to describe clients' borrowing and payment behavior, and creditor data on individual account-level performance are the ingredients for an evaluation of outcomes. In addition, a survey administered after counseling has been completed to account for changes in family structure that are not observable in the other data would be useful. 35 Developing a solid understanding of what works and why can inform the modification of product offerings, the appropriate role of government, and the optimal combination of private-public funding of debt relief services.
Understanding Consumer Financial Decision Making with Respect to Counseling
Research has recognized that, under certain circumstances, at least some consumers exhibit cognitive biases that contribute to poor decision making. Recent research attempts to identify ways that might help consumers overcome these biases. 36 Among the biases in financial decision making exhibited by consumers, the literature shows that consumers sometimes exhibit extreme impatience, especially in the short run. Frederick, Loewenstein, and O'Donoghue (2002) 35 See Bricker et al. (2011) for a discussion of the nature of the changes experienced by families during the financial crisis and the significant extent to which family structure can change in a period of just three years. 36 The author gratefully acknowledges the contribution to this section that has resulted from a number of conversations with Professor Jeremy Tobacman of the Wharton School at the University of Pennsylvania.
found that consumers heavily discount the future, which undermines saving plans in favor of instant gratification. Consumers also sometimes exhibit over-optimism, which can contribute to procrastination. Ausubel (1999) provided evidence of over-optimism in consumers' choices of credit cards, borrowing amounts, and duration of borrowing.
To counteract such biases and help consumers improve decision making, recent research has suggested the value of establishing and maintaining commitments to accomplish financial goals. Sometimes, employing simple solutions can often lead to significant results. For instance, enrolling a consumer in automatic ACH payments for the consumer's debt management plan is associated with a higher probability of plan completion.
The latest research is incorporating heuristics and commitment devices into credit counseling products and services and evaluating their effects. For example, Dean Karlan, of Yale University, and Jonathan Zinman, of Dartmouth College, are conducting a randomized field experiment to test the effectiveness of an intervention to support debt-reduction goals as part of counseling sessions. The intervention helps consumers identify whether they should borrow less and helps them make a concrete plan to do so, offers clients options to encourage them to commit to the plan, and sends them reminders to stay on track. Additional research by Zinman suggests that while evidence shows that many consumers struggle with financial decisions, getting and maintaining their attention about financial decisions may be at least as important as informing them through disclosures. 
Conclusion
A basic question of public policy in credit markets is whether private renegotiation of consumer debt contracts in default is complementary to, or substitutes for, the bankruptcy process. Over a half century of experience with nonprofit credit counseling in the U.S. suggests that these activities are indeed complementary. Each year, more than a million distressed 37 See, for example, Stango and Zinman (2011). consumers have the opportunity to at least consider an alternative to filing for bankruptcy, and a significant number do choose an alternative.
But this experience, together with the more recent experience with debt settlement firms, suggests that there are substantial issues that must be addressed in order for these private mechanisms to work properly. Among others, these issues include incomplete information, the incentives of multiple parties, and the ability of distressed consumers to shop effectively. As the last 20 years have demonstrated, these issues pose a significant challenge for consumers, creditors, the many legitimate providers of debt relief services, and regulators at the state and federal levels. These challenges are not insurmountable, but they do require adequate resources to be addressed in a systematic manner.
Debt relief services are an example of credence goods for which consumers have difficulty shopping because there are important unobservable characteristics of the service and service providers. These difficulties, combined with relatively low barriers to entry and exit, likely complicates the problem of disciplining firms and may leave consumers vulnerable to opportunistic intermediaries. In turn, enforcement efforts after the fact may not be as effective as they otherwise would be. While much more analysis is required to reach a definitive conclusion, these characteristics at least tentatively suggest that greater use of rulemaking, combined with more ample resources for enforcement, could be a more effective strategy for disciplining firms.
If private workout arrangements are to work effectively, there is a need to establish appropriate incentives for consumers, creditors, and any intermediaries involved. Financially distressed consumers have limited assets or cash flow with which to pay for coordination and expertise, especially since those are resources that come at the expense of any debt payments the consumer can make. And the willingness of creditors to offer concessions depends on their belief that concessions will make the difference between writing off an account and being repaid. This, in turn, depends on the ability of the creditor, or an intermediary such as a credit counselor or a settlement firm, to effectively screen consumers applying for relief.
examples of the dynamics in the debt relief industry include the adoption of new technologies that have changed economies of scale, the dramatic change in the mix of services provided and sources of funding due in part to new laws, and at times rapid entry and exit.
Finally, more research is needed to better understand why consumers become financially distressed, to inform the design of products to get them out of trouble and interventions to keep them out of trouble, and to evaluate the efficacy of the competing options available to consumers.
